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Technically Speaking: Major Markets Are All
Flashing Warning Signs

In this past weekend's newsletter, | touched on the outcome of the mid-term elections and why it
would likely not be as optimistic as the mainstream media was portraying it to be. To wit:

"It is likely little will get done as the desire to engage in conflict and positioning
between parties will obliterate any chance for potential bipartisan agenda items
such as infrastructure spending. So, really, despite all of the excitement over the
outcome of the mid-terms, it will likely mean little going forward. The bigger issue to
focus on will be the ongoing impact of rising interest rates on major drivers of debt-
driven consumption such as housing and auto sales. Combine that with a late stage
economic cycle colliding with a Central Bank bent on removing accommodation
and you have a potentially toxic brew for a much weaker outcome than currently
expected."

| also wrote:
"With portfolios reduced to 50% equity, we have a bit of breathing room currently to
watch for what the market does next. It is EXTREMELY important the market rally
next week above Wednesday?s highs or we will likely see another decline to
potentially test the recent lows."

Unfortunately, on Monday, nothing good happened. While the week is not over yet, the failure of
the S&P 500 at the 50-dma now turns that previous support to important resistance. Furthermore,
the failure of the market to hold the 200-dma also increases the downside risk of the market
currently.
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There is an important point here to be made about "bull markets" and "bear markets.” While there
is no "official" definition of what constitutes a "bull" or "bear" market, the generally accepted
definition is a decline of 20% in the market.
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However, since | really don't want to subject my clients to a loss of 20% in their portfolios, | would
suggest a different definition based on the "trend" of the market as a whole. As shown in the chart
below:

o If prices are generally "trending higher" then such is considered a "bull market."
e A "bear market" is when the "trend” changes from positive to negative.

The vertical red and green lines denote the confirmation of the change in trend when all three
indicators simultaneously align.

e The price of the market moves below the long-term moving average. ?

e The long-term overbought condition is reversed (top indicator) ?

e The long-term MACD signal changes from "buy" to "sell" X
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Importantly, note that just a violation of the long-term moving average is not confirmation of a
change to the ongoing bull trend. Over the last decade, there were several violations of the long-
term moving average which were quickly reversed by Central Bank interventions (QE2 and
Operation Twist). In late 2015, all indications of the start of a "bear market" coincided as the
Federal Reserve had launched into their rate hiking campaign. However, that bear market was cut
short through the injections of liquidity from the ECB's own QE program. Currently, with Central
Banks globally beginning to reduce or extract liquidity from the financial markets, and the Federal
Reserve committed to hiking rates, there seems to be no ready "backstop"” for the markets
currently. However, since this is a monthly chart, we will have to wait until December 1st to update
these indicators. However, if the market doesn't begin to exhibit a more positive tone by then, all
three indicators of a "bear market" will align for only the 4th time in 25-years. Butitisn't just
the S&P 500 exhibiting these characteristics. The S&P 400 has not only failed at a retest of the
longer-term moving average but mid-caps are close to registering a "change in the trend" as the
50-dma crosses below the 200-dma.
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(Note: we have previously closed all mid-cap positions in our portfolios) While the S&P 600 is not a
close as the S&P 400 to registering a "change in trend," it likely won't be long before it does. The
failure of small-caps at the 200-dma is confirming additional downward pressure on those

companies as concerns over ongoing "tariffs" and "trade wars" are most impactful to small and mid-
sized company profitability.
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(Note: we have previously closed all small-cap positions in our portfolios) The Russell 2000 is also
confirming the same. The index is extremely close to registering a "change in trend" as the 50-dma
approaches a cross of the 200-dma. Also, with the index failing at the 200-dma and turning lower,
just as with small and mid-cap indices above, a break of recent lows will confirm a "bear market"
has started in these markets.

RUSSE" 2000 Index (Sma“lMid Cap) , REAL INVESTMENT ADVICE

1800
1700
1600
1500

1400 - M i
W

1300

Market Not Only Fails
At Resistance But 50-Day
Close To Crossing 200-Day
Sending Important Warning

RUSSELL 2000 INDEX

1200

1100

Market Has Used 200-DMA
As Both Support & Resistance

1000

900
Jlan-15 May-15 Sep-15 Jan-16 May-16 Sep-16 Jan-17 May-17 Sep-17 Jan-18 May-18 Sep-18

= Russell 2000 Index 50-DMA —200-DMA

But what is happening domestically should not be a surprise. The rest of the world markets have
already confirmed bear market trends and continue to trade below their long-term moving
averages. (The very definition of a bear market.) While it has been believed the U.S. can
"decouple” from the rest of the world, such is not likely the case. The pressure on global markets is
a reflection of a slowing global economy which will ultimately find its way back to the U.S.
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(Note: we closed all international and emerging market positions in our portfolios at the beginning
of this year.) Just as a side note, China has been in a massive bear market trend since 2015 and is
down nearly 50% from its previous highs.
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